
Internal Revenue Service 
memorandum 

CC:TL-N-2754-90 
JCAlb,ro 

date: APR I 11990 
to: Regional Counsel, Southwest cc:sw 

Attn: International Special Trial Attorney 

from: Assistant Chief Counsel (Tax Litigation) CC:TL 

subject:   -------- -------------- -----
-------------

----- ----------------- Tax Court Dkt. No. 

This is in response to your request for tax litigation 
advice dated January 11, 1990, involving section 163 deductions 
for interest on alleged uncontested tax deficiencies. 

ISSUE 

Whether, for each of the taxable years   ----- through   ----- 
inclusive,   --------- -------------- ------ an accrual ----is taxpay---- is 
entitled to --------- ---------- ---- ---eged uncontested deficiencies 
in federal income taxe  --------- due to adjustments made by the 
District Director to ---------- federal income tax liabilities for 
each of the taxable y------ ------- through   ------, inclusive? 

CONCLUSION 

We believe that   --------- may not deduct the interest on the 
alleged uncontested t---- ----------cies until the taxable year that 
deficiencies are asserted and agreed to by the taxpayer. The 
execution of a Form 870 or equivalent document would constitute 
taxpayer's agreement. Furthermore, prior to a final 
determination of the tax deficiencies for the years in issue, the 
interest liability is a mere probability not a fixed liability. 
See Rev. Rul. 70-560, 1970-2 C.B. 37; TAM 82-10-019 (November 27, 
1981). 

FACTS 

  -------- and its affiliated corporations filed consolidated 
corpor----- -----me tax returns for taxable years   ----- through   ----- 
and subsequently have filed a number of claims -------- amende--
returns. Each of   --------- returns for   ----- through   ----- were 
examined by the Se-------   --------- formal--- -rotested -------, but 
not all of the issues, for ------- --- these years. With the 
exception of closing agreements and the ITC adjustment on 
  -------- -------------- ----- ----------- for   ----- and   ----- there are no 
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written agre  --------- --losing agreements   -- Forms 870  -- -70 AD) 
executed by ---------- during the years ------- through ------- to 
signify agre--------- --- any of the unconte------ adjustme-----
  --------- contends that it was understood that unprotested 
--------------s were conceded. In at least one instance, it appears 
  ---- --- --l protested or contested issues had been resolved in 
---------- favor, an overpayment would have resulted for that 
------------- year. 

  --------- alleges that it is entitled to deduct interest 
expen--- --------d in taxable years   ----- through   ----- with respect 
to the unprotested adjustments for- ---- of the -------e years at 
issue. Taxpayer apparently believes that its protest to the 
revenue agent's report filed in   ----- which omitted protesting 
certain issues, fixed its liability- -or interest on the 
"uncontested" portion of the deficiencies covered by that report. 
The timing of interest deductions in years subsequent to   ----- is 
apparently related to additional protests which also omit ------in 
"uncontested" issues. 

On   -------   -------- received a notice of proposed deficiency 
(30 day -------- ----- -- ----enue agent's report (RAR) for t  -------
years   ----- t  -------- -------   ---- 30 day letter and   ----- -or ------- --as 
receive-- --- ------------- --r ------- on   -------------or ------- and- ------- on 
  --------- and ---- ------- and ------- on ------------

  --- Revenue  --------- transmittal letter, Form 866-A, for   -----
and ------- states ---------- wanted "to keep all of their options 
open- --- not maki---- -- --------itment to agree to any adjustment for 
  ----- or   ----" (except the previously mentioned agreements 
-------ing ---------- -----------. In   ------------- -------   -------- and the 
Service ex--------- -- -------- -70 AD i-- -------- ---------- ------------ the 
uncontested issues for the years in issue--

DISCUSSION 

I. I.R.C. 5 461(f). 

An accrual basis taxpayer may deduct an expense in the 
taxable year in which all the events have occurred to determine 
the fact of the liability and the amount can be determined with 
reasonable accuracy. Treas. Reg. 5 1.461-l(a)(2). Contingent 
liabilities, such as liabilities which are contested by the 
taxpayer, are not deductible until the contest is resolved. See 
Dixie Pine Products Co. V. Commissioner, 320 U.S. 516 (1944). 
Section 461(f) was added to the Code in 1964 because Congress 
believed that it was unfair to deny taxpayers a deduction where 
payment has been made, even though the liability was still being 
contested. Thus, section 461(f) permits taxpayers to deduct a 
liability, even if contested, ii a transfer of money or other 
property is made in the tax year to provide for satisfaction of 
the asserted liability and if the all events test is otherwise 
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met. Treas. Reg. 5 1.461-2(a)(l). 

Therefore, section 461(f) provides an exception to the 
timing of deductions for contested liabilities  -----e.payment has 
been made and the all events test is met. ---------- may not take a 
deduction pursuant to section 461(f) becau--- ----------t has not been' 
made. 

II. Section 163 indebtedness. 

Treas. Reg. 5 1.163-l(a) allows a deduction, under certain 
factual circumstances not in issue here, for interest paid or 
accrued on indebtedness. Indebtedness means an existing, 
unconditional and legally enforceable obligation for the payment 
of money. First National Comuanv v. Commissioner, 289 F.2d 861, 
865 (6th Cir., 1961). We have considered the applicability of 
Dixie Pine Products Co. v. Commissioner, 320 U.S. 516 (1944)‘ to 
the instant issue. You have indicated that the Appeals Officer 
believes that Dixie Pine presents litigation hazards. 

Dixie Pine established that where a liability is contested 
and thus contingent, a deduction may not be claimed until the 
taxable year in which the contest is resolved, and in the case of 
Dixie Pine, that meant not until final adjudication of state 
court litigation.   --------- of course, places primary emphasis 
on the fact that the-- ------- not formally contested various 
deficiencies upon which they have accrued int~erest deductions. 
We assume that they would argue, pursuant to Dixie Pine, that 
where a liability is not contested, it may be deducted. An 
important distinction, though, is that there must be an 
indebtedness, a fixed liability. The liability at issue in Dixie 
Pine was a tax which had been assessed against the taxpayer. u. 
at 517. There was a fixed liability, an indebtedness, and the 
fact that the liability was contested was the sole reason that 
the deduction was disallowed. Thus, the first question in this 
case is whether there is a contest and secondly, whether there is 
a fixed liability or indebtedness pursuant to section 163. 

Treas. Reg. § 1.461-2(b)(2) provides that any,contest that 
would prevent accrual of a liability under section 461(a) shall 
be considered to be a contest. A contest arises when there is a 
bona fide dispute as to the proper evaluation of the law or the 
facts necessary to determine the existence or correctness of the 
amount of an asserted liability. It is not necessary to 
institute suit in a court in order to contest an asserted 
liability. An affirmative act denying the validity or accuracy, 
or both, of an asserted liability to the person who is asserting 
the liability, such as including a written protest with payment 
of the asserted liability,, is sufficient to commence a contest. 
Whether a contest exists is based upon an evaluation of all the 
facts and circumstances. Treas. Reg. g 1.461-2(b)(2). Although 
  -------- specifically protested only some of the issues raised in 

  

    

  



  

    

  









  

  



  
    

    

  


